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T A X INCENTIVES
F O R POLLUTION C O N T R O L
FACILITIES

by Robert G. Speidel
Partner, Pittsburgh Office
Presented before an Accounting
Conference of the Pennsylvania
Electric Association, Pittsburgh
-October 1972

It was recently estimated in Business Week magazine that industry will spend
$26 billion on pollution control facilities over the next eight years. Probably
a healthy slice of this $26 billion will be spent by electric utilities.
Expenditures for pollution control facilities must be looked at a little
differently than the usual capital expenditure. In the usual case, a capital
expenditure is expected to generate enough income through production or
through cost savings to return its cost plus a reasonable profit over its
estimated life. With pollution control equipment, however, there is usually no
such return of costs; the expenditure is purely an additional cost to the
company. For this reason, the tax incentives for pollution control equipment
assume particular importance—they offer about the only way, short of price
or rate increases, that industry can recoup some of the cost of the equipment.

HISTORY O F ANTI-POLLUTION INCENTIVES
The first time pollution control facilities were given a tax break was in
1966, at the time the investment credit was first suspended. As you no doubt
know, the investment credit provisions permit a taxpayer to reduce his tax
bill by a credit of up to 7 percent of new property placed into service during
the year. Pollution control facilities were exempt from the 1966 suspension
and continued to be eligible for the investment credit. Since the first
investment credit suspension period was relatively short, the incentive effect
for pollution control facilities was of little significance. Congress dealt again
with the question of pollution control incentives in the Tax Reform Act of
1969. A t that time, the investment credit was terminated for all property
including pollution control facilities. But a new section was added to the
Code permitting a deduction for accelerated amortization of pollution
control facilities over a 60-month period. In 1971, when the investment
credit was again restored to the tax law, it was provided that the credit did
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not apply to pollution facilities on which the 60-month amortization was
being claimed. Thus, under present law a taxpayer may claim either the
60-month write-off or the investment credit, but not both. I'll talk a little
later about some of the things to be considered in making this choice.
ACCELERATED AMORTIZATION
DEFINITIONS AND LIMITATIONS
With this little bit of historical background, let's talk now about some of
the specifics of the 60-month write-off provision. To qualify, the facilities
must (in the words of the tax law) be designed to "abate or control water or
atmospheric pollution or contamination by removing, altering, disposing or
storing of pollutants, contaminants, waste or heat". The facilities must be
certified by the appropriate state agency as being in conformity with the state
pollution control requirements and they must also be certified by the regional
administrator of the Federal Environmental Protection Agency as being in
conformity with federal requirements. The eligibility requirements are geared
toward the abatement and control of pollution. They would not seem to
cover facilities whose purpose was merely to disperse pollution. For example,
a large smokestack which merely spread pollutants over a wider area would
not seem to qualify unless there was included a device which actually
removed the polluting elements.
There are several restrictions and limitations to be considered in applying
the fast write-off provisions to pollution control equipment:

• The fast write-off only applies to property with an estimated useful life of
15 years or less. If the estimated life is more than 15 years, then the fast
write-off is available for only a portion of the property. For example, if we
have property with a 20-year life, then 15/20 or 75 percent qualifies for the
fast write-off. The remaining 25 percent qualifies for regular depreciation and
the investment credit. The estimated life for this purpose is the shortest life
allowed by the depreciation regulations. In most cases this would be the
lower limit of the A D R ranges or 2 2 ½ years in the case of steam powered
electric plants.

• The fast write-off is only available for equipment installed in facilities that
were in operation before January 1, 1969. Under this rule, pollution control
equipment installed as part of a new plant would not qualify.
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• The 60-month write-off is not available to the extent that profits from the
recovery of waste will result in recovery of the cost of the equipment over its
useful life. The extent to which cost will be recovered through profits is to be
determined by the Federal Environmental Protection Agency at the time of
certification and will not be adjusted after that. The only profits considered
here are those from the actual sales of recovered waste; savings which result
where the waste is recycled and reused in the operation of the plant are not
included.

• If a particular piece of equipment is designed to perform functions in
addition to pollution control, the fast write-off is available only for the
portion of the cost which is certified as pollution equipment by the
appropriate government agency.

The fast write-off on qualifying property is an elective provision; the
taxpayer has a choice as to whether or not he claims the write-off. He also has
a choice as to whether he begins the 60-month period at the time of
acquisition, or at the beginning of the following year. The election is made by
attaching a statement to the return along with a copy of the application for
certification. Once begun, the election can be terminated at any time with a
return to regular depreciation. The only requirement is the filing of a
notification of an intent to terminate the election with the District Director.
INVESTMENT CREDIT
The interplay between the fast write-off provisions and the investment
credit provisions needs to be looked at carefully before deciding on the
appropriate election. As I mentioned before, the investment credit is not
allowed on property for which the 60-month write-off is being claimed.
Therefore, it is important to compare the value of an immediate investment
credit with the value of the additional cash flow which will be derived from
the 60-month write-off. The results of this comparison depend upon the
useful life of the property. The shorter the property life, the more likely it is
that the investment credit will be the more useful benefit.
I have made some calculations based on the assumption that the use of
money is worth 5 percent a year. These calculations indicate that the present
value of the additional cash flow from the fast write-off does not begin to
exceed the 7 percent investment credit until the useful life of the property
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reaches about 20 years. However, in the case of public utility property with a
4 percent investment credit, the breakeven point is around 1 3 ½ years (see
Exhibit 1). It would seem to me that public utilities, with their lower
investment credit rate, their relatively long-lived property, and their continuing need for funds, would usually find the 60-month write-off more
advantageous than the investment credit.
There is one other point that might affect the decision on the election of
the fast write-off of pollution control facilities in a few cases. The excess of the
deduction for accelerated amortization over regular depreciation is treated as
a tax preference item which is subject to the 10 percent minimum tax.
Because of the way the minimum tax is computed, there are probably only a
limited number of cases where it will apply. However, where it does seem
likely that the minimum tax will apply, this might cause a taxpayer to
reconsider an otherwise advantageous fast write-off election.

INDUSTRIAL R E V E N U E BONDS
Standing alone, the fast write-off provisions give a fairly limited tax
incentive for the installation of anti-pollution equipment. However, when
combined with the financing opportunities available through the use of
so-called "industrial revenue" bonds, the incentive becomes more meaningful.
Industrial revenue bonds have been used as a financing device by industrial
companies for many years. The key here is that interest on bonds issued by
state or local government agencies is exempt from federal income tax and,
therefore, those bonds usually carry an interest rate which is 1½ to 2 points
lower than similar bonds issued by private corporations.
In order to translate this lower interest rate into a saving for private
industry, the typical arrangement is for a local government agency or
authority to issue bonds and use the proceeds to finance construction of a
plant or other facility. The industrial company will agree to buy or lease the
facility from the government agency over a long period of time with the
terms of the lease or purchase geared to meet the principal and interest
payments on the bonds. The proceeds of the sale or lease are usually the only
security for the bonds.
While these arrangements have been in common use for a long time, new
industrial revenue bond issues were sharply limited by a combination of
Treasury and Congressional action in 1968. The effect of the 1968 rules was
to remove the federal income tax exemption from interest on most new issues
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of industrial revenue bonds and thus eliminate their advantages. There were a
number of exemptions built into these new rules; one of the more important
exemptions was that industrial revenue bonds could still be used without
limit to finance anti-pollution equipment. The definition of anti-pollution
equipment for this purpose is similar to that for the fast write-off except it is
a little less restrictive. There is no requirement that the facilities be installed
in a plant operating before 1969 and there is no restriction on property with
more than a 15-year life.
Under the typical industrial revenue bond arrangement, the company using
the equipment is entitled to claim the fast write-off, investment credit,
accelerated depreciation or other available tax benefits. If the company is
purchasing the equipment on an installment basis, title is usually vested in the
company so that there is no question about the right to the related tax
benefits. Even i f the arrangement is a lease, the terms are usually such that
the IRS is willing to rule that, for tax purposes, the lease constitutes a
purchase. The basis for this ruling would usually be that there is constructive
ownership because the useful life of the property approximates the term of
the lease and the company can obtain ownership by payment of a nominal
sum at the end of the lease term.
FINANCING OF ANTI-POLLUTION EQUIPMENT
I understand that the first of these anti-pollution bond issues took place
just about 18 months ago and covered a $5-million expenditure at the
Duquesne Works of U . S. Steel. It is estimated that between $500 and $750
million of these bonds will be issued this year and $ 1 billion next year. It is
also estimated that these bonds will provide the funds for about 25 percent of
the $26 billion expected to be spent by industry on anti-pollution equipment
in the next eight years. Here are a few examples of some recent issues
(amounts in millions):*

Company
Gulf Oil
Atlantic Richfield
Tampa Electric

Amount

Net
Interest
Cost

$25.0
11.0
27.0

5.2%
5.7
5.8

*Business Week magazine, July 29, 1972.

Comparable
Industrial
Bond Cost

Total
Savings

7.4%
7.6
7.8

$9.9
4.6
17.0
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Also, the Allegheny County Industrial Development Authority has just issued
$24 million of Pollution Control Revenue Bonds to finance equipment for
our own Duquesne Light Company.
One of the notable features about some of the more recent issues is the
period of time that elapses before any payment is due on the principal of the
bonds. For example, in the Tampa Electric issue, more than 2/3 of the $27
million principal does not mature until the year 2007, or 35 years after issue.
If we consider the combined effect of this delayed payment feature and
the rapid write-off, it becomes apparent that the real benefit of using
industrial revenue bonds is something more than the roughly 2 percent saving
in interest rates. In the Tampa Electric issue we can probably assume that about
$18 million of the $27 million total will qualify for rapid write-off.
Therefore, after the end of the first five years, the company will have
recovered a cash flow from tax deductions of approximately half the $18
million, or $9 million. After the first five years, then, and for an extended
period after that, the total funds available are really $36 million rather than
the $27 million face amount of the issue. This brings the effective interest
rate down from 5.8 percent to about 4.3 percent.

COMPARISON OF T A X INCENTIVE EFFECTS
Another way of looking at it is to say that the $9 million cash flow from
tax deductions can be invested in income producing facilities and perhaps
earn a sizeable portion of the funds necessary to pay the principal in 2007. If
the $9 million cash flow were invested in the business and earned say
5 percent after tax compounded for 30 years, the total earnings would be
about $30 million, or more than the entire principal amount of the issue.
To give some idea of the potential value of the tax incentives, Exhibit 2
shows the net after-tax cost of a $20 million anti-pollution facility using a
combination of the fast write-off and industrial revenue bond financing
compared with the same facility using regular sum of the years-digits
depreciation and regular corporate bond financing. Under the assumptions
used in the example, the net cost of the facility using maximum tax
incentives works down to $1,900,000 over 30 years or $63,000 a year.
Without the tax incentives, the net cost is $10,700,000 over 30 years or
$357,000 a year. These figures do not, of course, include operating costs,
maintenance, etc. Also, a key element in both computations is the
assumption that the cash flow produced by tax deductions for depreciation
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and amortization and the investment credit can be reinvested to produce
income at a compounded rate of 5 percent a year.
STATE A N D L O C A L T A X INCENTIVES
Some state and local tax laws also provide special treatment for
anti-pollution facilities. For example, in the state of Ohio, where machinery
and equipment is subject to a personal property tax, there is an exemption
for air and water pollution control facilities that have been certified by the
state. In Pennsylvania, certified pollution control facilities are exempt from
the state capital stock and franchise tax, starting with 1971. In computing
Pennsylvania capital stock tax, for example, i f a corporation had capital stock
valued at $10 million and all of its assets were taxable, then the capital stock
tax payable (at the rate of 10 mills) would be $100,000. However, if total
assets were, say, $50 million, of which $5 million consisted of certified antipollution equipment, then only 90 percent of the value of the capital stock
would be taxable and the tax would be reduced to $90,000. As to the
Pennsylvania corporate net income tax, however, there is no special treatment
allowed for anti-pollution facilities. In fact, the tax rules almost amount to a
reverse incentive: the special deduction allowed for fast amortization must be
added back to federal taxable income to arrive at taxable income for
Pennsylvania income tax purposes.

ACCOUNTING

TREATMENT

Before concluding, I would like to spend just a few minutes talking about
the accounting for anti-pollution equipment. Where the facilities are financed
through industrial revenue bonds, the local municipality or authority
sometimes retains title to the equipment and leases it to the company which
uses it. Typically, the lease is not a true rental arrangement but it is
essentially a financing device. Generally, under the accounting principles
currently in effect, the company will account for the equipment on its books
as if it owned the property. The cost will be shown as an asset with a
corresponding debt on the liability side. As the so-called rental payments are
made, an appropriate amount is treated as interest and the balance is treated
as payment on the principal of the debt.
Where the company elects to claim accelerated amortization on antipollution equipment on its tax return, it will nevertheless use regular
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depreciation on its books. The usual practice is to normalize the tax benefits
arising from the fast write-off. In other words, the tax benefit from deducting
fast amortization instead of normal depreciation is credited to a deferred tax
account on the books; the deferred taxes are then credited back to income
proportionably over the period of regular depreciation. Both the Federal
Power Commission and the Pennsylvania Public Utility Commission have
indicated their acceptance of normalization accounting for the tax effect of
anti-pollution write-offs.
To conclude, we can expect to see some very large sums of money spent
on anti-pollution equipment in the next several years. For this reason, the tax
incentives available for these expenditures will be a subject of increasing
interest and importance. I hope that our discussion here today will be helpful
to you as background in this new and important development in the field of
taxation.
•
EXHIBIT 1
COMPARISON OF ACCELERATED AMORTIZATION OF
POLLUTION FACILITIES WITH INVESTMENT CREDIT
Per $1000
of Investment
$100

Regular Property
Present Value of Cash Flow from
Accelerated Amortization
Deductions (at 5%)

$80

Public Utility Property

Investment CreditRegular Property
$60

Investment CreditPublic Utility Property

$40

$20

10

25
20
2
15i
USEFUL LIFE OF PROPERTY

30
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EXHIBIT 2
COMPARISON OF NET A F T E R - T A X COST
OF POLLUTION CONTROL FACILITIES
Fast
Regular
Write-Off
SYD Deprn.
Plus
Plus
Industrial
Regular
Revenue Bonds
Financing
(000 omitted)
$20,000
$20,000

Cost of facilities
Interest for 30 years:
at 6%
at 8%
Gross cost

36,000
48,000
.

Recoveries:
Investment credit
Depreciation and amortization
deduction (50% tax rate)
Interest deductions (50% rate)
Income from reinvestment of
cash flow at 5% compounded for 30 years:
Investment credit
Amortization and depreciation
Total recoveries
Net cost after tax
Net cost per year over 30 years.

56,000

68,000

300

800

10,000
18,000

10,000
24,000

900

2,500

24,900

20,000

54,100

57,300

$
$

1,900
63

$10,700
$

357

ASSUMPTIONS
1. Entire principal of bonds payable after 30 years.
2. Annual interest saving of 2% from using industrial revenue bonds.
3. Depreciation and amortization cash flow invested at compound rate of
5% for 30 year term of bonds.
4. Depreciation computed on S Y D method with useful life of 2 2 ½ years.

